over the first year of the program. In order to reach these objectives, the program's aim is to have prices rise at the same rate as unit labor costs, with average wage increases of 7 percent minus 1.75 percentage points for projected productivity growth yielding an inflation rate of 5,25 percent. The Administration allows an additional 0.5 percent for "legislatively mandated payroll costs" and arrives at a rate of 5.75 percent.°The Administration states: "The wage/price standards are designed to serve as guides for the behavior of decision-making agents who have discretionary power over the prices and the wages that they receive."
[emphasis added]
While the guidelines are "voluntary," the Administration has emphasized its intention to compel firms to comply by manipulating both Federal procurement policy and the Government's broad regulatory authority. The program also encourages that the force of public exhortation be directed at those large firms which exhibit "excessive" price increases.
The Administration has requested that Congress pass a "real wage insurance" program. Under this scheme, workers who meet the pay standard will receive a tax rebate if the rate of inflation exceeds 7 percent. l'he purpose of the rebate is to reduce workers' fear of cooperation by insuring that they will not have their purchasing power reduced if the rate of inflation is not held to less than 7 percent. 8
The Economic Consequences of Wage-Price Guidelines
MICHAEL E. TREBING
The program requires that deceleration of prices be achieved in each market, purportedly with individual Thi 5 conclusion is clearly stated in White Paper: The President's Anti-Inflation Program (accompanied the President's announcement of the guidcline program on October 24, 1978) pp. 1-4. 2 A recent public opinion po 11 demonstrates the popularity of the adopted guideline policy. In a November 1978 Harris Poll 63 percent of the respondents supported the program. See Louis Harris, "Americans Support Anti-Inflation Plan," St.
Louis Globe-Democrat, October 20, 1978. 31 n this article the word "standards" is used interchangeably with guidelines and guideposts. For details of the program see U.S. Council on Wage and Price Stability, Fact Book: Wage and Price Standards issued October 31, 1978. Ihid. pp. 20-40 . The pay standard applies not to individual workers but to average pay increases for "groups" of workers.
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The price standards are directed at individual firms and apply to an "overall average price" and not to specific products. Voluntary wage and price standards can he classified as an "incomes policy". This generic term, loosely defined, includes all of those actions taken by a government to affect the level of money incomes or prices by actively participating in wage and price decision making.
Although more popular in European countries, a wide range of incomes policies have been tried in the United States in recent years.°Included have been relatively weak attempts to persuade or "jawbone" specific firms and workers to hold down wage or price increases in the spirit of social responsibility.
10 Such a program was adopted during the Kennedy Administration and carried over into the early years of the Johnson Administration. At the other extreme, incomes policies have included former President Nixon's rigid program of mandatory criteria for wage and price behavior throughout the entire economy. Guidelines represent an attempt to achieve a compromise between the two extremes. By strengthening the persuasive element used under the jawboning method while attempting to avoid the harsh consequences of strict wage and price controls, guidelines represent a politically tempting route.
The acceptance of voluntary wage and price standards as an alternative prescription for reducing the general rate of inflation stems from the idea that inflation is generated by "cost-push" factors. This view describes how rising wages, the largest component of business costs, continually force prices upward. The resulting inflation is known to the public as a wage-price spiral. A similar version of this view concludes that inflation is the consequence of increases in the market power of firms and labor over the prices they charge. According to this analysis, prices and wages are "administered" by large firms and trade unions without regard to competitive market forces. Wage-Price Policy, 1945 -1971 .C. : The Brookings Institution, 1975) . 10 These efforts are sometimes referred to as "moral suasion."
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The cost-push view has great popular appeal since it depicts the inflation process as a struggle for income shares between capitalists and workers. However, economic theory reveals that many implications of this vie\v of inflation are illogical or, at best, questionable.h1 It is argued that monopoly power exists in the market place and that firms have the ability to push prices above competitive levels and raise the average price level. l3ut this analysis ignores the question of why the monopolies had been charging less than the high monopoly price.
The theory of monopoly pricing predicts that firms which have protection from the entry of competitors into their markets are able to receive prices above those of competitive markets. Once the monopoly price has been achieved, however, further increases are limited to the opportunities provided by the market. If monopoly power is now causing prices to rise, either monopoly power is increasing or monopolists had been behaving irrationally and have just discovered their market advantage. There is little evidence to support either alternative. 12
Undeniably, many cconomic groups exhibit enough market power to influence the level of certain prices and wages. These monopoly prices are higher than they would be if the specific market were competitive. But, except for a slight rise due to the resource misallocation, the overall level of prices and wages will remain substantially mlehanged.~For example, if wages in a particular industry are pushed up above competitive levels less employment will result. Labor will then be released for use in other sectors where a downward pressure on wages will result until a nesv equilibrium is reached. More importantly, however, this analysis is unable to explain persistent increases in prices, month after month, year after year.
FEDERAL RESERVE BANK OF ST. LOUIS
An alternative theory is that inflation is a monetary phenomenon. This view holds that changes in money Research, 1975) . nOne purpose of a union monopoly, for exampk, might be to gain real wage benefits for its rank and file. To accomplish this obiective the uniosi has several alternatives available to it. It may try to reduce the supply of labor through restrictive licensing practices or by not allowing non-union 'yorkers growth exert a strong influence on total spending in the economy. When people find that they are holding cash balances which are greater than desired, they spend the excess money on real and financial assets and bid up their prices. The monetary view does not deny the existence of a wage-price spiral, but interprets the cost-push analysis as a confusion of the cause and effect relationships of the inflation process. According to the monetary view, the observed patterns of wage and price adjustments are normal responses to excessive money growth. For inflation to persist, the higher prices, no matter where they originate, must be validated by increases in the money supply. V:ith money growth held constant, price increases can be maintained only through reduced production and employment. For such a situation to persist, businesses would have to willingly accept lower profits and labor would voluntarily remain unemployed and refuse to accept employment at lower wages. The empirical evidence does not support such irrational behavior.
14 Only when monetary authorities actively ensure that the spiral is fully augmented through increases in the money supply, will inflation result.
The underlying requirement for a successful guideline policy is that firms and wage-earners restrain themselves from acting economically as individuals. In a market economy the motive of individual selfinterest is crucial, Consumer preferences are revealed through the market by nonrestricted opportunities and/or purchases of goods and services at their market price. These prices reflect not only the costs of production, but also the nature of demand for the good in question. The free movement of prices and the consequent incentives and disincentives that are created assure that resources in the economy will move toward satisfying these individual demands.
An appeal for individual restraint conflicts with a very basic economic observation about human behavior -consumers naturally strive to maximize their individual well-being. Economic self-interest is the major motivating factor behind economic activity. Guidelines, on the other hand, represent rules that substitute "social responsibility" for self-interest. The conflict between the two views is glaring. Economic incentives argue against individual compliance to obtain jobs. Secondly, the union might seek a higher wage through collective bargaining and thus accept the unemployment forthcoming at this higher wage. 14 See Denis S. Kamosky, "The Effect of Market Expectations on Employment, Wages and Prices," Working Paper #17, Federal Reserve Bank of St. Louis.
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with the social motives and wealth is transferred to those who stand apart from the program.
The Kennedy Administration guideposts of 1962-67 represent a prime example of these conflicts. This voluntary program established upper wage limits which were equal to overall productivity gains for the economy.
13 The problem which resulted in the demise of the productivity rule was that the guideline principles did not take into account the fundamental pressure created by accelerated money growth. When the productivity guidelines were initially adopted, the trend of productivity growth was substantially above the rise in consumer prices. Wages based on the productivity rule thus provided for growth in real wages (money wages adjusted for price changes). As money growth accelerated and inflationary pressures intensified in 1965 and 1966, the wage standard became viewed as unfair. Labor, discovering that the purchasing power of their wages was falling, found the argument for holding down wages unacceptable. As key settlements began to exceed the guideposts, the program was abandoned.
The degree of compliance with price guidelines will be associated with the severity of the penalties against those who choose to ignore them. If the controls are truly voluntary and involve no costs for violation, there is little chance that they will succeed since gains from noncompliance can he realized without costs. If economic sanctions are used against violators, however, each firm will weigh the expected costs and benefits involved. If the expected costs of noncompliance are less than the benefits, the firm will choose to ignore the guidelines.' 6 Avoidance can also take the form of "black-market" transactions above the controlled price or product quality changes. Though the burden of the program is intended to be equally shared, this will not be the case. Government penalties through procurement policy will not affect private decisions in a uniform fashion. Some firms are dependent upon either government purchases of their output or are directly influenced by government policies. Other firms, however, may be outside the range of government sanction. Holding down the price of particular goods by penalties benefits the purchasers of these goods and the sellers of unaffected competitive goods. The losers are the sellers of the controlled goods, those prospective buyers of the controlled goods who can no longer 15 The Council of Economic Advisers, Economic Report of the obtain them, and the purchasers of the competitive goods. The losses exceed the gains because of the misallocation of resources.
The proposed "real wage insurance" plan which would supplement the guidelines, if enacted, serves to shift the burden of compliance among economic groups. If certain workers are guaranteed a constant real wage, the forthcoming rebates could reduce real incomes to the rest of the nation provided there is an increase in the federal deficit. To the extent that these larger deficits are "monetized", inflationary pressures will be supplemented, thereby reducing the wealth of all holders of money and monetary instruments,mT
The real-wage insurance program is said to be capable of breaking inflationary psychology and be able to bring about more rapidly the achievement of price stability. Lower expectations of inflation in the future, according to this view, would translate into lower demands for wage increases and eventually lower prices. This viewpoint, however, confuses how inflation expectations develop. Expectations per se do not cause inflation. Curbing expectations will require controlling of the underlying force which causes them to prevail. If price controls only delay the upward thrust of prices caused by expansive money growth, expectations of future inflation will not be reduced, If inflation expectations are not reduced by slower monetary growth, the longer-run objective of reaching price stability will be abandoned. For example, since 17 For an analysis of the administrative problem with the "realwage insnrance' program, see Gardner Ackley, "Okun's New Tax-Based Incomes Policy Proposal," Economic Outlook USA (Winter 1978), pp. 8-9. market pressures will eventually push prices upward, reaching the objectives of wage stabilization in the future will be made more difficult. Following a period of controls, a stable wage structure is far more likely to allow a resumption of moderate rates of wage increase than a structure in which distortions, perpetuated by public policies, require rapid readjustment at the bargaining table. Experience with this type of wage-price explosion" is well documented from European experience with control programs.' 8 B: 3\i~:~3 1) ISJB)B
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Most economists agree that, for the sake of efficiency, relative wages and prices should remain flexible. Relations among the wages of workers of different skills and of workers in different localities, industries or even firms should be allowed to vary according to changes in demand and supply. For example, firms which are growing have an incentive to hire scarce resources (labor and capital) away from other firms. Consequently, if upper limits are imposed upon the payments that can be offered to attract scarce inputs, the firms will not be able to meet the demand for their output. Relative prices, therefore, should he allowed to move in order to allocate resources into their most productive uses.
The dynamic character of the U.S. economy is evident from Tables I and II and confuses movements in relative prices (shifts of resources between economic groups) and the general level of prices. To minimize efficiency losses, it would be necessary to keep a watchful eye on individual wage and price relationships and make exceptions based on individual market situations. A tradeoff is therefore faced by the polieymaker. The more stringent the guideline (less exceptions) the greater the efficiency losses, On the other hand, "weak" guidelines are not likely to gain the acceptance of the populace who judge the probable success of the guidelines by the strictness of the program. The program is therefore unlikely to reduce inflation expectations.
Implicit in the decision of who should be covered by guidelines are important judgments regarding the distribution of income among industries and between the factors of production. In other words, control programs politicize questions of income distribution. In a market economy, relative prices are signals that allocate society's resources into their most productive uses. Reflecting changing market conditions, these relative prices are always in motion and are independent of political criteria for distributing income between economic groups. Any guideline based on a simple percentage price increase for all individual firms, however, is implicitly centered on an acceptance of wage and price relationships (at the time of policy implementation) as stable ones and assumes that the relationships will remain fixed throughout the period of the guidelines.
Direct government controls, therefore, offer little inducement for the efficient development and use of resources, and contain no automatic mechanism for resource adjustments and the alleviation of shortages or excesses in production. Rather than being an aid to growth and vitality, they lead to retardation of economic resiliency and replace market forces by political ones.
The U.S. experience with control programs demonstrates these market misallocations. Price controls during World War II resulted in the substitution of low-quality goods for higher quality goods and black markets were commonplace as individuals developed lack of respect for the law. In later years, subsidies to producers became an increasing part of the control program as fixed prices were insufficient to provide the necessary incentives for production. Recent voluntary programs were also unable to avoid selective scarcities. For example, the Kennedy guideposts were blamed for shorffails in supply of aluminum and sulfur and potential users were forced into using costly substitutes. Similarly, under the Nixon Administration controls, shortages developed for zinc, lead, steel, fer- tilizer, petiochemieal products and a long list of other products.
The program is further complicated by the timing of monetary action. In order to validate decelerating inflationary pressures, it will be necessary to supplement the program by tighter monetary action -reducing growth in the money supply. But a problem exists in the timing of monetary actions and the control policy. Relations observed in the past indicate that previous changes in the money supply have effects on current variables -the pattern of aggregate spending is determined by past monetary actions.'°A perfectly timed effort by monetary and price control authorities will be difficult to achieve.
The apparent failure of the Kennedy and Nixon control programs to reduce inflation can be interpreted in a monetary framework, A monetary explanation for the failure of the 1962 guideposts is evident in Table III since World War II have been marked by money growth above its long-run trend. Correspondingly, in both cases rates of change in prices eventually moved upward reflecting this long-run trend.
Without curtailing aggregate spending, individual demands will be simply shifted among controlled and uncontrolled goods.
22 Holding prices below their market clearing levels will increase the quantity demanded of controlled goods. If total spending is not reduced through monetary or fiscal actions, those who are unlucky and do not receive the goods that would have been supplied without controls, will shift their spending to other products which represent, in most cases, close substitutes. The increased demand in tincontrolled markets will put upward pressure on these prices.
"Voluntary" wage and price guidelines have recently been adopted as an accompanying policy alongside the more traditional economic stabilization tools of monetary and fiscal policy. By establishing rules for pricing behavior, the Administration hopes to dampen a wage-price spiral that appears to be self-sustaining.
2~I
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The word "controlled" refers equally to those "voluntary" responses that are reactions to government sanctions. According to the monetary view of inflation, the logical foundation of the control program confuses the results and causes of inflation. According to this view, inflation results when money growth persistently exceeds growth in the amount of money demanded. The observed wage and price adjustment (the so-called wage-price spiral) are but parts of the general response in the economy to excessive money growth. Inflation expectations, which are generated by excessive money growth, will be reduced only when the growth rate of money is slowed.
Any short-term benefits received from strict compliance with the guidelines will be costly. The unconstrained market system provides an efficient signaling system for moving resources between alternative uses. Any control framework will probably conflict with these price signals and will cause distortions which reduce the resiliency of the market system to changing market conditions. The emergence of black-markets and disguised price increases through reduced product quality are two examples of devices that have arisen in response to previous programs and may arise in the current program to circumvent the controls.
Past incomes policies in the U.S. have been unable to reduce inflationary pressure because monetary actions remained expansive. If monetary actions remain expansive throughout the current program, accelerated inflation appears inevitable. The fundamental forces of supply and demand cannot be repealed through ang type of control program.
